Research aims: This study focuses on the efficacy of the trusted taxpayer system in Korea by examining whether firms designated as trusted taxpayers are more likely to pay taxes faithfully, and consistently when compared to firms that are not designated. Design/Methodology/Approach: This study uses the ordinary least squares (OLS) method, and specifically, the trusted taxpayer designation as an indicator of tax compliance while the book-tax difference (BTD), and the discretionary BTD are used as a measure of tax avoidance. Research findings: Results show that firms designated as trusted taxpayers are less likely to avoid taxes than firms not designated. Among firms that are designated as trusted taxpayers, it appears that firms with CEOs who come from founding families, firms that are non-SMEs (other than small and medium sized firms defined by the Small Business Act of Korea), and firms whose majority shareholder ownership is greater than the median, are less likely to avoid taxes.
Introduction
In their effort to encourage tax compliance among business firms, many countries have relied on the tax policy which emphasises on the punitive approach rather than a rewarding approach, as a measure. However, a recent stream of research (Alm, Jackson & Mckee, 1992; Torgler, 2003; Andreoni, Harbaugh, & Vesterlund, 2003; Pickhardt & Prinz, 2014) have suggested that tax authorities can induce better tax compliance by rewarding the taxpayers rather than by punishing them. Recently, Korea has introduced a new tax policy called the trusted taxpayer's system. It is a system that differentiates itself from other tax policies by focusing more on rewarding faithful tax payments rather than on punishing tax avoidances. Although a reward system inevitably requires extra financial outlay from the tax authority, the National Tax Service (NTS) of Korea has announced that it intends to expand and continue with the system.
To minimise the negative impact of tax avoidance and to promote an environment of fair taxation, the NTS conducts an annual tax investigation among firms. When a firm is caught evading taxes, it faces both the financial and reputational consequences, such as paying additional taxes on top of any unpaid amount and public exposure as a tax-evading firm. By contrast, when the investigation concludes that a Effect of the Trusted Taxpayer Designation on Corporate Tax Avoidance Behaviour firm is a faithful taxpayer, it earns a designation as a trusted taxpayer, and receives several benefits such as tax points and an exemption from tax investigation for three years, including the year of designation. A firm that is designated as a trusted taxpayer can increase its value, not only through receiving tax benefits, but also by promoting its transparency in the capital market. Naturally, such benefits would induce the designated firms to pay taxes faithfully and consistently, just as the NTS desires.
Unfortunately, recent news noted in the Korean media have indicated that the reality may not conform to the desires of the NTS. On March 5, 2019, Lee (2019) , in the daily NTN, a Korean news media, reported that 108 individual trusted taxpayers have been deprived of their status since 2015. There have also been allegations against executives of designated firms for being involved in tax avoidance during the investigation exemption period (Shin, 2019; Ahn, 2019) . All these articles suggest a possibility that the designated firms may take advantage of the trusted taxpayer system for the purpose of avoiding taxes.
This study therefore, aims to examine whether firms designated as trusted taxpayers were more likely to pay taxes faithfully and continually when compared to other firms. Herein, we question the effectiveness of the current trusted taxpayer designation system in Korea.
Additionally, this study also examines the difference in tax avoidance behaviour between firms designated as trusted taxpayers and other firms in terms of management characteristics and governance structure.
In the context of this study, one would expect to observe a negative relation between the designation and tax avoidance for the following reasons. First, the rewards received by the designated firms would serve as a strong incentive for them to be faithful taxpayers. Studies in psychology (Nagin, 1990; Falkinger & Walther, 1991; Smith & Stalans, 1991; Pickhardt & Prinz, 2014) have suggested that rewarding taxpayers is more effective than punishing them, for the purpose of tax compliance. Second, recent studies have suggested that firms involved in socially responsible activities are less likely to avoid taxes. While the scope of the socially responsible activity is not definite, it is deduced that tax avoidance is a socially irresponsible activity (Landolf, 2006; Williams, 2007; Avi-Yonah, 2008; Hasseldine & Morris, 2013) . For example, when receiving the trusted taxpayer citation, the CEO of Medtronic Korea, stated that faithful tax payment helps the nation and represents Medtronic's mission of being socially responsible (Kim, 2016) . This meant that firm executives understood the designation as the successful performance of a socially responsible activity. Accordingly, executives of firms designated as trusted taxpayers would also be less willing to avoid taxes after being bestowed with the designation when compared to those firms not designated as trusted taxpayers.
In contrast, tax avoidance as a business strategy to maximise firm profits has become commonplace, and even an integral part of businesses today (Desai & Dharmapala, 2006) . Studies (Graham, Hanlon, Shevlin, & Shroff, 2014) have indicated that tax avoidance strategies are often considered by firms as a way to increase financial earnings, thereby resulting in improved firm reputation and share prices. Some executives even view tax avoidance as their fiduciary duty towards their shareholders, hence they would actively engage in tax strategies so as to reduce the tax burden (Fisher, 2014) . Thus, if firms' desire to maximise shareholder interest is greater than the incentives provided by the trusted taxpayer designation, the designation could have negligible relations on tax avoidance.
Using the trusted taxpayer designation as an indicator variable and the measure of tax avoidance as the dependent variable, we find that firms designated as trusted taxpayers are less likely to avoid taxes when compared to other firms. This result is in accordance with the expectations of the Korean tax authority; the current trusted taxpayer system is successful in inducing taxpayers to pay taxes faithfully and continually. The results of our empirical analysis highlighted two issues. First, firms designated as trusted taxpayers are less likely to avoid taxes when compared to other firms. Second, tax avoidance among firms designated as trusted taxpayers is significantly lower for firms that are managed by CEOs from founding families, non-SME firms and firms with majority shareholder ownership that is greater than the median.
This paper contributes to the current literature by providing two practical implications. First, the outcome derived from this study adds to the existing literature which focusses on the legal system and its effect on taxpayer behaviours. This study also extends on previous findings by providing evidence derived from a system of positive and negative incentives and the reward and penalty system in the context of tax laws. The results also provided evidence showing the benefits of a positive incentive system that encourages taxpayers to engage in faithful and ethical behaviours. This evidence can be applied by the regulatory authorities and policy makers to design and monitor their respective tax systems around the world. Further, the outcome derived from this study Effect of the Trusted Taxpayer Designation on Corporate Tax Avoidance Behaviour is also beneficial to investors and creditors who rely on firms' financial reports for their decision-making. The empirical evidence drawn from this study highlighted that financial reporting by designated taxpayers is more reliable than those reported by non-designated firms, thereby avoiding information asymmetry.
The remainder of this paper is organised as follows: Section 2 looks at Korea's current trusted taxpayer system and the related studies done in the past so as to develop the hypotheses. Section 3 describes the research model and the sample selection process. Section 4 presents the empirical results and Section 5 concludes.
Institutional Background, Literature Review, and Hypothesis Development

Regulations Related to Trusted Taxpayer Designation
In an effort to induce firms to pay taxes faithfully, many countries such as the United States, focus on imposing a strict penalty on tax avoiding firms by conducting rigorous tax investigations from time to time. In the context of Korea, the authority not only focusses on penalising the tax avoiding firms, but also on providing various tax benefits to firms that voluntarily pay taxes faithfully. By examining the effect of the trusted taxpayer system on the faithful taxpayers ability to make tax payments in Korea, this study sheds light on the need for other countries to consider adopting a similar system so as to induce tax compliances. Currently, the National Tax Service of Korea utilises a system that designates certain firms as trusted taxpayers. The designation is bestowed by the judging committee of the National Tax Service of Korea based on the results of the tax investigations, and the evaluation of the firms that are recommended by local tax authorities or the firms themselves. A public hearing is conducted before the Ministry of Strategy and Finance after which a final designation is then assigned. Once designated, the trusted taxpayers (firms) would receive various benefits. The criteria for firms to be considered as a candidate for the trusted taxpayer designation are: firms must be ongoing entrepreneurs for at least three years, and these firms must pay corporate taxes in an amount that is greater than 50 million Korean won (KRW), in the case of corporate businesses. For individual businesses, the corporate taxes must be greater than 5 million KRW.
Small business firms can also participate. Firms with less than five full-time employees fall into the category of small businesses (10 if the firm is in the following industries: manufacturing, mining, construction, or transportation). In addition, the total assets for corporate businesses must not exceed three billion KRW while the yearly income for individual businesses must not exceed one billion KRW. Once designated, these firms receive several benefits from the government. First, they are exempted from tax investigations for three years. Second, they receive additional points upon being examined and evaluated by the Korean governmental organisations such as the Ministry of Small and Medium-sized Enterprises and Startups, the Public Procurement Service and the Trust Guarantee Funds. Third, they receive special treatments regarding tax issues. Specifically, being a trusted taxpayer offers these firms some extenuating benefits when they are in violation of some tax regulations. The Korean tax authority provides such benefits to trusted taxpayers in the hope of promoting faithful tax payments. This study investigates the efficacy of the trusted taxpayer system in Korea. Specifically, it aims to provide evidence highlighting the influence of the trusted taxpayer designation on the faithful tax payments of firms in Korea. The outcome should interest the Korean regulators.
Literature Review and Hypothesis Development
While many studies have examined the effects of tax investigations on firms, not much has been written about the relationship between the trusted taxpayer designation and faithful tax payment behaviour. A stream of tax compliance research (Kaplan, Newberry, & Reckers, 1997) has proposed that tax authorities use legal means to prevent tax avoidance. In particular, tax authorities have also identified some taxavoiding firms through tax investigations and these are later imposed with economic sanctions such as additional taxes. This approach is based on the deterrence theory of educational psychology (Kinsey, 1992) . According to the theory, the increased possibility of getting caught for involvement in illegal activities and the resulting sanctions can effectively curb illegal activities.
On the other hand, a stream of research in psychology has also suggested that reward works better than punishment in curtailing undesirable actions. Alm et al. (1992) , for example, found that an increase in the amount of public services on individuals, such as increased tax payments, also increased their compliance rates. In support of this Effect of the Trusted Taxpayer Designation on Corporate Tax Avoidance Behaviour observation, Torgler (2003) also shared evidence showing that positive rewards in the Costa Rica tax system also influenced tax compliance. This was based on the assumption that traditional factors, such as additional taxes and tax investigation probabilities, were held constantly. Likewise, Feld and Frey (2007) argued that providing taxpayers with non-monetary rewards, such as better and less costly access to public service rather than monetary rewards, was also likely to raise tax morale. Finally, Nagin (1990) , Falkinger and Walther (1991) , Smith and Stalans (1991) , and Pickhardt and Prinz (2014) noted that the rewarding incentive given to taxpayers was more effective than the punishing system imposed on taxpayers for the need to enhance tax compliance.
A stream of research in social responsibility has also provided evidence to show that firms given the designation of trusted taxpayers were less likely to avoid taxes. It was noted by Huang, Sun and Yu (2017) that socially responsible firms were less likely to expatriate and to avoid paying taxes. This is because they were also responsible for their stakeholders, such as the government, customers and suppliers, in accordance with the stakeholder theory. Lanis and Richardson (2015) and Hasan, Hoi, Wu, and Zhang (2017) also reiterated that social responsibility was associated with lower tax avoidance. Therefore, if firms designated as trusted taxpayers considered their designation as a fulfillment of their social responsibility, as suggested by the executive of Medtronic above, then such firms were also less likely to avoid taxes when compared to firms not designated as trusted taxpayers.
This trusted taxpayer designation system is relatively new in Korea and not many studies have explored this issue. Among such studies is Oh (2009) who found that firms designated as faithful taxpayers were more likely to report lower sales in their operating income ratio, lower sales in their net income before tax ratio, and lower net profit margins as compared to their pre-designation. This result suggests that, following the designation, firm's reported net income and income before tax, have decreased while their revenues increased. This may reflect the earnings management in tax avoidance practices. On the other hand, Suh, Lee and Ryu (2017) examined the association between tax avoidance and trusted taxpayer designation. Their results show that firms are less likely to avoid taxes following their designation. Unfortunately, the aforementioned studies do not provide a coherent conclusion as to the effect of the trusted taxpayer designation on tax avoidance. In their study, Suh et al. (2017) examined firms that were designated as trusted taxpayers in terms of their difference in tax avoidance before and after the designation. In this study, we compare a sample of firms that are designated as trusted taxpayers to a sample of firms that are not designated as trusted taxpayers. We assume that the management of these firms that are designated as trusted taxpayers is more likely to be ethical and faithful, thus, we conjecture that firms designated as trusted taxpayers are less likely to avoid taxes than non-designated firms. Based on the discussion above, our first hypothesis is formulated as:
H 1 : There is a negative association between firms designated as trusted taxpayers and tax avoidance.
Until recently, there has been little research done on the relation between tax avoidance and firm's executives. Among the past studies conducted, Dyreng, Hanlon and Maydew (2010) reported that top executives play a more important role on their firms' tax planning or strategies than lower level executives. The study also implies that the level of tax avoidance depends on the incentives or characteristics of the CEOs. In another study, Chen, Chen, Cheng and Shevlin (2010) focussed on the unique governance system of family firms. They examined the firms' association with tax aggressiveness. It was observed family firms owned and managed by family members practised a stronger governance. This implies that there is smaller agency conflict between owners and executives. Family owners may face different incentives on their tax aggressiveness when compared to the executives of non-family firms. This was revealed by Chen et al. (2010) whose evidence showed that family firms were less tax-aggressive than non-family firms. The authors further argued that family owners were willing to forego the benefits gained from avoiding taxes in order to avoid potential non-tax costs (e.g., price discounts from non-family shareholders, penalties from the IRS and reputational damage). Based on the discussion above, the second hypothesis is formulated as: H 2 : The negative association between the trusted taxpayer designation and tax avoidance will be more pronounced for firms managed by CEOs from founding families.
Na, Park and Song (2014) measured the degree of tax avoidance between SMEs (small and medium-sized enterprises) and non-SMEs (large firms). They found that the degree of tax avoidance was lower for SMEs than large firms. Unlike the latter, SMEs can take advantage of support programs provided by the government; they also received additional tax benefits, such as tax exemptions and credits. Na et al.
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(2014), therefore argued that SMEs have lower incentives to avoid taxes than non-SME firms. However, when designated as trusted taxpayers, large firms not only received tax benefits, but also enjoyed an improved reputation of corporate transparency, potentially leading to a higher valuation in the stock market. Therefore, it is necessary to examine whether non-SME firms that are designated as trusted taxpayers are more or less likely to avoid taxes than their smaller counterparts. Following the two directional arguments discussed above, the third hypothesis is formulated as: H 3 : The association between the trusted taxpayer designation and tax avoidance will be significantly different between SME firms and non-SME firms.
Lee (2010) suggested that firms with majority shareholder ownership increase the value of the firms by preventing the CEOs from misappropriating the firms' assets, thereby avoiding moral hazards. It was further argued that majority shareholder ownership has a negative association with tax avoidance which then reduces the firms' risk of exposure to tax investigations. In this study, we similarly predict that managers of firms holding majority shareholder ownership would increased their firms' value by avoiding the private use of firm assets, thereby moral laxity. Based on this, the fourth hypothesis is formulated as:
H 4 : The negative association between the trusted taxpayer designation and tax avoidance will be more pronounced for firms with higher majority shareholder ownership.
Empirical Models and Sample Selection
Measuring Tax Avoidance
Prior studies used different methods to measure tax avoidance. This is because the definition (and therefore the range) of tax avoidance is varied, depending on the research purpose (Hanlon & Heitzman, 2010) . Three different tax-related behavioural categories were identified: tax savings, tax avoidance and tax evasion. Tax savings is a practice which ensures the optimal minimisation of tax liability within the framework of tax laws. Tax evasion involves efforts to reduce tax liability through illegal activities, potentially subjecting the individual or firm to penalties in accordance with the Punishment of Tax Offenses Act. On the other hand, tax avoidance is practiced as a result of loopholes existing within the framework of the tax law, thereby making this practice legal.
Depending on the purpose of the research, the term "tax avoidance" may encompass all three categories mentioned, or it may specifically refer to the practice of using loopholes within the tax law. This study engages the latter definition for tax avoidance.
One of the most common method used to measure tax avoidance is to use the book-tax differences (BTD). It is an approach which takes the difference between the pretax book income and the taxable income, and then it is divided with the beginning total assets. This approach is commonly used because it can estimate tax avoidance without having to acquire the firm's actual tax documents. Mills and Sansing (2000) implicated that greater book-tax differences were associated with increased occurrences of tax investigations. This is achieved by identifying a positive association between the two. However, the booktax difference may also capture some elements of the firm's earnings management (Phillips, Pincus, & Rego, 2003; Hanlon & Slemrod, 2009 ). Dharmapala (2006, 2009 ) then attempted to resolve this issue by separating the components of the BTD; they were then subjected to the firm's earnings management by regressing each firm's BTD on the firm's total accruals, which captured the effect of its earnings management. The writers then took the residuals from the regression and used it as the discretionary book-tax differences (DD_BTD). The following equations (a) and (b) served as the equations used to compute the BTD and the DD_BTD. In these equations, we interpreted the increase in these measures as an increase in tax avoidance activities. Following prior studies (Mills, Erickson, & Maydew, 1998; Wilson, 2009 ), we used both the BTD, and the discretionary BTD as our measures of tax avoidance. 
Sample Selection
In Korea, the NTS announces the list of firms which have been designated as trusted taxpayers on March 3, every year. Therefore, we defined the year in which the firm was designated as the event year. Among the firms which were listed on the Korea Composite Stock Price Index (KOSPI) and the Korean Securities Dealers Automated Quotations (KOSDAQ) during 2009-2015, there were firms that were designated as trusted taxpayers due to the tax authority's tax investigations or based on the firms' self-recommendation. For the purpose of this study, we hereby limit our samples to firms that meet the following conditions:
(1) Firms with data available for extraction;
(2) Firms with financial data available on the KIS-VALUE 1 and TS-2000 2 for the entire sample period of study; and (3) Firms with no administrative issues in the stock market.
For our analysis, we employed a matched control sample of nondesignated firms. Following the protocol provided in Etterdge, Sun, Lee and Anandarajan (2008) , each designated firm was matched with three control firms based on firm size, year and industry classification. Our final sample thus consisted of 1,019 firm-years of designated firms and 3,057 firm-years for the control sample. Table 1 illustrates.
H 3 requires the definition on what constitutes non-SME firms. Article II of the Small Business Act of Korea provides specifications for small and medium-sized enterprises (SMEs), such as the required net sales amount, size of total assets and percentage of ownership of the company. In this study, we define non-SME firms according to this classification. 3 , = 1 , + , 1 , + , 1 KIS-VALUE is a database with data on financial statements and stock information of Korean firms. 2 TS2000 is a database featuring information on listed firms in the Korean stock market.
3 Following Section 2 of the Small Business Act in Korea, we define non-SME firms as firms that do not satisfy the following conditions: (1) sales revenue is less than 150 billion Korean won (about 150 million USD), (2) total asset is less than 500 billion Korean won, and (3) majority shareholder ownership is less than 30 per cent.
Empirical Models
We examined the effect of the trusted taxpayers' designation on the likelihood of tax avoidance by using regression models. For all the hypotheses, the dependent variable was the measure of tax avoidance. We specifically followed Desai and Dharmapala (2009) by using booktax differences (BTD), and discretionary BTD (DD_BTD) as stated above for this purpose. Our variable of interest is an indicator variable which takes the value of 1 if a firm has been designated as a trusted taxpayer at least once and 0 for otherwise. For H 2 , H 3 and H 4 , we added an additional variable and its interaction to the model. To test the effect of the presence of a CEO from In this study, we included industry and year fixed effects to address the cross-sectional differences across industry, and time. Following Na et al. (2014) , we then added firm age (AGE) to the model to associate the firm's tax aggressiveness with firm age. Generally, a firm will slow down its growth as it matures, and the firm's level of relative tax cost is also expected to decrease. Thus, we anticipate that older firms would be less likely to pursue aggressive tax strategies.
Within any industry, larger firms (SIZE) tend to have a competitive advantage over smaller firms. Through this advantage, larger firms can use a comparatively more superior tax strategies for its own benefits. This implies that it has a positive association with tax avoidance (Kim & Jeong, 2006) . However, based on the political cost hypothesis, larger firms were more likely to refrain from tax avoidance. From the review of past studies discussed earlier, we deduced that the association can be either way. Since firms' intangible assets (INTAN) were often considered as a measure of the firms' future growth opportunities, it was also deduced that firms with higher growth opportunities were more likely to receive tax benefits. These firms were thus more likely to avoid taxes, even with the tax benefits received because the incentives they had received place them in future anticipation of a decrease in tax payments or an increase in more tax benefits in the future (Gupta & Newberry, Effect of the Trusted Taxpayer Designation on Corporate Tax Avoidance Behaviour 1997). It appears that firms with larger inventories (INVEN) were less likely to avoid taxes when compared to firms with smaller inventories (Gupta & Newberry, 1997) . Based on this, we foresee a positive association between intangible assets and tax avoidance, and a negative association between inventory and tax avoidance.
Further to the above, firms with a high leverage ratio (LEV) had been observed to have the incentive to reduce taxable income by using interest payments (Kim & Jeong, 2006) . Since these firms have less incentives to be involved in tax-avoidance, we thus predicted a negative association between the leverage ratio and tax avoidance. In this study, we take the view that firms with high majority shareholder ownership (MOWN), and foreign institutional ownership (FSH) were more likely to have a strong corporate governance. This implied that the shareholders have a more effective monitoring hold on the firms. From this discussion, we also anticipated the coefficients of MOWN and FSH to be negative (Choi, 2013) . However, since income after tax is used to pay dividends, the convergence of the interest hypothesis between managers and shareholders may hold. Thus, we expected the sign of MOWN to be positive (Ko & Park, 2011). Table 2 displays the descriptive statistics of the variables used in the analysis. The average of the BTD was noted to be 0.029 for firms designated as trusted taxpayers at least once, and 0.047 for other firms. The value for the discretionary BTD (DD_BTD) was noted as 0.035 for firms designated as trusted taxpayers at least once, and 0.049 for other firms. The table also demonstrates that firms designated as trusted taxpayers at least once were larger (SIZE), have higher foreign ownerships (FSH), and they also have higher majority shareholder ownership (MOWN) than other firms. The t-statistics showed that the difference between the two groups was statistically significant. This implies that firms designated as trusted taxpayers have a stronger corporate governance than other firms. Table 3 presents the correlations between the variables. The tax avoidance measures, BTD and DD_BTD, had a correlation of 0.960 at the one per cent significance level. The TAXPAYER variable had a correlation of -0.079 and -0.061 with BTD and the discretionary BTD(DD_BTD) respectively, at the one per cent significance level. 
Descriptive Statistics and Empirical Results
Descriptive Statistics
(1) TAXPAYER
1.000
(2) BTD -0.079 *** 1.000
( 
Notes:
1) The number of observations in the data set is 4076.
2) ***, **, * denote significance at the 1%, 5%, and 10% levels, respectively.
Asian Journal of Business and Accounting 12(2), 2019 Table 4 lists the results related to hypothesis H 1 . Each column shows the results derived from different measures of tax avoidance (BTD, and the discretionary BTD) as the dependent variable. Consistent with our hypothesis, the regression coefficients for our variable of interest are negative, and statistically significant for all measures of the tax avoidance. The outcome suggests that firms are less likely to avoid taxes after being designated as trusted taxpayers. We attribute this finding to the fact that the trusted taxpayer designation has helped the firms to build a reputation of corporate transparency for their external stakeholders as well as the public. This further encourages the firms into believing that they should continue to pay taxes faithfully, thereby promoting transparency, and increasing firm value. Again, the test results are consistent with our hypothesis which states that firms managed by CEOs from founding families would be less likely to avoid taxes, including those designated as trusted taxpayers. This finding shows that firms managed by CEOs from founding families would be less likely to practice tax avoidance so as to avoid the long term risk of tax investigations. Table 6 shows the regression results for testing hypothesis H 3 . Similar to our results for H 2 , the test results here are also negative, and statistically significant. Non-SME firms are less likely to avoid taxes than small and medium-sized firms. This is because such firms wanted higher valuations in the stock market, besides wanting an increased reputation as transparent firms. Consistent with this argument, the results derived from the current study can thus be accepted because even among firms designated as trusted taxpayers, non-SME firms are less likely than small and medium-sized firms in tax avoidance. Table 7 shows the regression results after testing hypothesis H 4 . The test results show that firms with majority shareholder ownership that is greater than the sample median are less likely to avoid taxes when compared with firms having ownership that is less than the sample median. This result thus supports hypothesis H 4 . The findings show that higher majority shareholder ownership help to curb the executives' tax avoidance behaviour. This is thus deduced as showing that firms with higher majority shareholder ownership are less likely to avoid taxes when compared with firms with lower majority shareholder ownership. This occurs even among firms designated as trusted taxpayers.
Empirical Results
Conclusion
This study examined the efficacy of the Korean trusted taxpayer system by investigating whether or not firms that are designated as trusted taxpayers pay taxes faithfully. The tax authorities provided tax benefits to such firms including exempting these firms from tax investigations for three years once they had been designated as trusted taxpayers. The expectation of this study is that these benefits would induce such firms to pay taxes faithfully and continuously. In particular, this study examined the difference in tax avoidance between trusted taxpayers and other firms. This study also examined whether CEOs from founding families, non-SME firms and majority shareholder ownership would affect the difference in tax avoidance between the two groups. Using 4,076 matching firm-years listed in the Korean stock markets from 2009 to 2015, our results are able to display the following outcomes. First, we found that firms that are designated as trusted taxpayers are less likely to avoid taxes. Second, among firms designated as trusted taxpayers, we found that tax avoidance is significantly lower for firms managed by CEOs from founding families, for non-SME firms, and for firms with high majority shareholder ownership. Our results further indicate that firms designated as trusted taxpayers fulfill the tax authority's expectations by paying their taxes faithfully. The results obtained in this study show that current firms that are trusted by the taxpayer system are effectively inducing faithful tax payments. Based on this, we argue that the trusted taxpayer system should be promoted among other countries too, so as to induce faithful corporate tax payments.
In order to induce tax compliance practices among firms, countries such as the United States of America tend to use the punishment system on tax avoiders, upon the conducting of rigorous tax investigations. In contrast, the NTS of Korea induces tax compliance by rewarding taxpayers through the provisions of some economic tax benefits, especially for those who have paid their taxes faithfully. In contrast, the reward system can successfully induce voluntary payment of taxes. This result implies that adopting a system that is similar to the trusted taxpayer's system may help many countries, including the USA, to induce their taxpayers to pay taxes voluntarily.
This study uses a proprietary data which are taken from a list of firms designated as trusted taxpayers as listed by the NTS of Korea. The data are found to be useful for examining the effectiveness of the tax policy that can easily be considered in other regimes so as to promote the faithfulness of taxpayers. To the best of our knowledge, the effect of tax policies on firms with trusted taxpayers' designation has never been examined before. Thus, empirical evidence which can support the outcome of this study is limited. Based on this, it is hereby emphasised that the result of this study provides the empirical evidence which addressed the claim. The positive tax system introduced by the Korean government can be described as an effective means for improving the faithfulness of the taxpayers in paying taxes. The policy makers of other countries should consider introducing this tax system for its taxpayers.
This study shows that family firms and non-SMEs are more concerned with non-tax costs such as the potential stock price discounts by investors, the potential penalty imposed by the taxing authority, and the potential reputational damage. Our findings thus reinforced the notion proposed by Desai and Dharmapala (2006) who stated that firms could utilise aggressive tax strategies to mask their earnings management activities. Because investors would protect themselves against potential earnings management that is embedded in the aggressive tax strategies, family owners are more willing to forego the Effect of the Trusted Taxpayer Designation on Corporate Tax Avoidance Behaviour tax benefits in order to avoid the price discounts associated with family entrenchment. Furthermore, this study has also provided evidence which shows that firms have considered the reputational cost over tax avoidance. This study thus shows that when weighted against the benefits to tax savings, non-SME firms prefer to enjoy an improved reputation of corporate transparency.
Overall, this study is restrained by the fact that the Korean tax authority applied separate criteria for corporate businesses and selfemployed businesses to be given the trusted taxpayer designation. Thus, our results are confined to the data of corporate businesses only. We are also unable to provide a detailed means for tax avoidance as we only used a composite measure of tax avoidance.
